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EXPOSURE DRAFT 
PROPOSED STATEMENT ON 
AUDITING STANDARDS 
THE AUDITOR'S STANDARD REPORT 
SEPTEMBER 10, 1980 
Prepared by the AICPA Auditing Standards Board 
for comments from persons interested in auditing and reporting 
Comments should be received by January 8, 1981, and addressed to 
AICPA Auditing Standards Division, File 2140 
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036 
M815022 
AICPA American Institute of Certified Public Accountants 1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200 
September 10, 1980 
An exposure draft of a proposed Statement on Auditing Standards entitled The 
Auditor's_Standard Report accompanies this letter. 
The proposed statement concerns the content and wording of the standard report on 
audited financial statements, and it would make the following changes in the 
current form of the report; 
• It would add a title containing the word independent. 
• It would add an assertion that the financial statements are the representa-
tions of management. 
• It would add a statement that *an audit is intended to provide reasonable, but 
not absolute, assurance as to whether financial statements taken as a whole 
are free of material misstatements." 
• The word audited would replace the word examined. 
• The scope paragraph would state, "Application of [generally accepted auditing 
standards] requires judgment in determining the nature, timing, and extent of 
tests and other procedures and in evaluating the results of those procedures." 
• The word fairly would be deleted from the opinion. 
• It would delete the reference to consistency of application of accounting 
principles. 
These changes are intended to give a clearer indication of the character of the 
audit and the degree of responsibility the auditor is taking by having the report 
state certain concepts that currently exist in authoritative accounting and 
auditing literature but are only implied in the current form of the report. In 
addition, certain unnecessary or ambiguous terms would be removed. 
The proposed revision of the standard report does not change the auditor's exist-
ing responsibilities in conducting an audit in accordance with generally ac-
cepted auditing standards, nor does it change the basis for forming an opinion 
as to whether financial statements are presented in conformity with generally 
accepted accounting principles. 
Background Information 
The current form of the auditor's report was developed in 1948, at about the 
time that the AICPA membership adopted the standards of reporting as part of the 
ten generally accepted auditing standards. The first, second, and fourth 
reporting standards state 
• The report shall state whether the financial statements are presented in ac-
cordance with generally accepted accounting principles. 
• The report shall state whether such principles have been consistently observed 
in the current period in relation to the preceding period. 
• The report shall contain a clear-cut indication of the character of the audi-
tor's examination, if any, and the degree of responsibility he is taking, 
In recent years research and analysis have indicated that some users do not under-
stand the current form of the report. For example, in 1978 the Commission on 
Auditors' Responsibility stated 
Evidence abounds that communication between the auditor and users of his work— 
especially through the auditor's standard report—is unsatisfactory. . . . Re-
cent research suggests that many users misunderstood the auditor's role and 
responsibility, and the present report only adds to the confusion. ["Report, 
Conclusions and Recommendations, page 71] 
The AICPA Auditing Standards Board has considered these developments, as well as 
the views of various users of the auditor's report (expressed in a public hearing 
held in December 1979), and the board has concluded that the auditor's standard 
report should be changed. 
Title 
The proposed SAS requires a title that includes the word independent. Including 
independent in the title distinguishes the report from that of the entity's 
management or internal auditors. Moreover, the quality of independence is one of 
the auditor's fundamental characteristics. It is the first rule in the AICPA 
Code of Professional Ethics and the second of the AICPA's ten generally accepted 
auditing standards. Rule 101 states, "A member or a firm of which he is a part-
ner or shareholder shall not express an opinion on financial statements of an 
enterprise unless he and his firm are independent with respect to such enter-
prise* ; and the second standard states, "In all matters relating to the assign-
ment, an independence in mental attitude is to be maintained by the auditor or 
auditors." 
Users of the auditor's report can reasonably be expected to assume the existence 
of some of the characteristics required by other general standards and standards 
of field work, such as adequate training, planning and supervision, and due pro-
fessional care. The quality of independence, however, may not be apparent. 
Thus, it should be explicitly expressed, and this can be done conveniently if 
the auditor includes the word independent in the title. 
The Financial Statements as the Representations of Management 
The revised report contains an assertion that the financial statements "are man-
agement's representations." The assertion does not represent a change either in 
management's responsibilities regarding the financial statements or in the exist-
ing relationship between management and the independent auditor. It does, how-
ever, give the user clearer notice of the nature of the relationship, which has 
long been recognised in authoritative literature and elsewhere: 
• Statement on Auditing Procedure No. 1, issued by the AICPA in 1939, stated, 
"It should be borne in mind that the financial statements . . . are regarded as 
the representations of management. It is upon all these representations that 
the independent certified public accountant renders his opinion." A similar 
assertion currently appears in SAS No. 1, section 110,02, which states, "The 
independent auditor may make suggestions as to the form or content of financial 
statements or he may draft them in whole or in part, based on management's ac-
counts and records. However . , . The financial statements remain the 
representations of management." 
• The Securities and Exchange Commission (ASR No. 62) stated in 1947, The 
fundamental and primary responsibility for the accuracy of information dis-
seminated . . . among the investors rests upon management. Management does 
not discharge its obligations in this respect by the employment of independent 
public accountants.* 
• APB Statement No. 4, Basic Concepts and_Accounting_Principles Underlying Finan-
cial Statements of Business Enterprises, issued in October 1970, stated, in 
paragraph 108, "The responsibility for the reliability of an enterprise's 
financial statements rests with its management." 
The fact that the auditor may participate in the preparation of the financial 
statements does not change the character of the statements as representations of 
management. Thus, the statement is appropriate whether or not the auditor has 
participated in the preparation. 
Statement About the Level of Assurance to Be Provided by an Audit 
There is evidence that some users misunderstand the level of assurance that the 
auditor obtains from applying generally accepted auditing standards and the 
level of responsibility that he assumes concerning the financial statements. 
Also, some users interpret an unqualified opinion as a guaranty of the financial 
statements' accuracy. 
The board believes that the report should inform users that an audit "is intended 
to provide reasonable, but not absolute, assurance as to whether financial state-
ments taken as a whole are free of material misstatements." 
This language explicitly states the level of assurance that an audit can reason-
ably provide in light of the inherent risks that material errors or irregulari-
ties can occur and not be detected because of (a) the use of selective testing, 
(b) the possibility that management may make material misrepresentations or 
override controls designed to prevent or detect material misstatements in the 
financial statements, and (c) the limited ability of an auditor to detect unrecorded 
transactions unless information obtained during an audit indicates that such 
unrecorded transactions may exist. 
The statement is intended to clarify the assurance currently provided by gen-
erally accepted auditing standards; it does not change the existing level of 
the auditor's responsibility. 
Statement That the Financial Statement_s_Were Audited 
The word examined has been replaced by the word audited in the third sentence of 
the report: "We have audited. . . . " That word is more appropriate in a report 
by independent auditors that refers to the use of generally accepted auditing 
standards. Also, replacing the word examined removes from the report a term that 
is less descriptive of the audit process and that may be misunderstood by users. 
Discussion of Factors Involved in the Application of Generally Accepted 
Auditing Standards 
The generally accepted auditing standards to which the auditor refers in his 
report are listed in Appendix A to the Code of Professional Ethics and in SAS 
No. 1, section 150; the user of the auditor's report can obtain a more detailed 
description of the character of the audit by reading the specific standards. 
Nevertheless, the report includes language to inform the user about certain as-
pects of an audit that may affect his understanding and interpretation of the 
auditor's opinion. The proposed report states that application of generally 
accepted auditing standards "requires judgment in determining the nature, tim-
ing, and extent of testing and other procedures and in evaluating the results 
of those procedures." 
SAS No. 1, section 150.01, recognizes that judgment is inherent in applying 
auditing standards. It states, "Auditing standards . . . concern themselves 
. . . with the judgment exercised by [the auditor] in the performance of his 
examination and in his report.* Also, section 110.04 states, "In the observance 
of generally accepted auditing standards, the independent auditor must exercise 
his judgment in determining which auditing procedures are necessary in the cir-
cumstances to afford a reasonable basis for his opinion." The report specifies 
the areas where judgment is used: not only in determining the areas to be 
tested, but also in determining the number of transactions to be examined and 
the timing of such tests, as well as in evaluating the significance that the in-
formation obtained from performing the tests and other procedures may have for 
the financial statements and auditor's report. 
Typically, the auditor does not attempt to test every transaction. Authoritative 
auditing literature (SAS No. 16) notes that because of cost/benefit considera-
tions "the concept of selective testing of the data being examined , . . has 
been accepted as a valid and sufficient basis for an auditor to express an 
opinion on financial statements." In addition to testing accounting records, 
the auditor performs such procedures as observing physical assets, making in-
quiries of management and employees, communicating with customers, creditors, and 
other parties outside the entity, and applying analytical review procedures to 
financial information. 
Deletion of "Fairly" From the Opinion 
The opinion paragraph of the proposed report states 
In our opinion, the financial statements referred to above present the fi-
nancial position of X Company as of December 31, 19XX, and the results of its 
operations and the changes in its financial position for the year then ended 
in conformity with generally accepted accounting principles. 
The board believes that it is appropriate to remove the word fairly from the 
phrase "present fairly . . . in conformity with generally accepted accounting 
principles" in the current form of the opinion. The word is subjective and is 
interpreted differently by different users of the auditor's report. The board 
believes that the word is unnecessary since the quality of fairness is encom-
passed in adherence to generally accepted accounting principles and in the 
qualities about financial statements that are listed in paragraph 4 of SAS No. 5. 
The opinion that the auditor expresses is that the financial statements present 
the financial position, results of operations, and changes in financial position, 
Authoritative accounting literature says that financial statements are intended 
to present "an indication in conformity with generally accepted accounting prin-
ciples of the financial status of the enterprise at a particular point of time* 
and "the results of the enterprise's profit-directed activities during the 
period," and they "summarize the financing and investing activities of the entity 
. . . [and its] changes in financial position during the period . . . " (APB 
Statement No. 4, paragraphs 11 and 12, and APB Opinion No. 19, paragraph 4). 
The basic elements of an enterprise's financial position are its economic re-
sources (assets), its economic obligations (liabilities), its commitments and 
contingencies, and the interest of its owners in the enterprise. The basic ele-
ments of the results of an enterprise's operations are the increases and de-
creases in assets and liabilities that result from its activities that can 
change owners' equity. APB Statement No. 4, paragraphs 77 and 78, says, *A gen-
eral objective of . . , financial statements is to provide reliable financial 
information about economic resources and obligations of a business enterprise" 
and "another general objective . . . is to provide reliable information about 
changes in net resources. . . . " Thus, in stating his opinion that the financial 
statements present financial position, results of operations, and changes in 
financial position, the auditor is making his representation that these 
objectives are met. 
The reference to •conformity with generally accepted accounting principles" in-
dicates the framework within which the auditor makes his judgment about the 
presentation of financial position, results of operations, and changes in finan-
cial position. The first standard of reporting requires the auditor to state 
whether the financial statements are presented "in accordance with generally ac-
cepted accounting principles,* APB Statement No. 4, paragraph 27, states 
Generally accepted accounting principles . . . incorporate the consensus at 
any time as to which economic resources and obligations should be recorded 
as assets and liabilities, which changes in them should be recorded, when 
these changes should be recorded, how the recorded assets and liabilities 
and changes in them should be measured, what information should be disclosed 
and how it should be disclosed, and which financial statements should be 
prepared. 
The consensus stems from the rules and procedures that have been established by 
authoritative bodies and the conventions that have evolved through custom and 
common usage. Those rules, procedures, and conventions define accepted account-
ing practice at a particular time and provide a standard by which to measure 
financial presentations. 
SAS No. 5, paragraph 4, describes the judgments the auditor makes in deciding 
whether financial statements present financial position, results of operations, 
and changes in financial position in accordance with generally accepted account-
ing principles. He considers whether 
(a) the accounting principles selected and applied have general accept-
ance . . . ; (b) the accounting principles are appropriate in the circumstances 
...; (c) the financial statements, including the related notes, are in-
formative of matters that may affect their use, understanding, and interpre-
tation . . . ; (d) the information presented in the financial statements is 
classified and summarized in a reasonable manner, that is, neither too de-
tailed nor too condensed . . . ; and (e) the financial statements reflect 
the underlying events and transactions in a manner that presents the finan-
cial position, results of operations, and changes in financial position 
stated within a range of acceptable limits, that is, limits that are reason-
able and practicable to attain in financial statements. 
Also, paragraph 7 of SAS No. 5 states, "Generally accepted accounting principles 
recognize the importance of recording transactions in accordance with their sub-
stance. The auditor should consider whether the substance of transactions dif-
fers materially from their form." 
Thus, in forming an opinion that financial statements present financial position, 
results of operations, and changes in financial position in conformity with 
generally accepted accounting principles, the auditor does more than determine 
that there is compliance with accounting pronouncements. He is concerned with 
the appropriateness of the principles selected in the circumstances, and he must 
be satisfied that the financial statements are informative and reflect the 
substance of the conditions or events they purport to represent. 
The removal of the word fairly from the report does not change the types of judg-
ments that the auditor should continue to make in forming his opinion on the 
financial statements. Thus, its removal does not change auditors' responsibili-
ties or the level of assurance intended by the opinion. 
Deletion of the Reference to Consistent Application of Accounting Principles 
The second standard of reporting requires the auditor's report to state whether 
generally accepted accounting principles have been consistently observed in the 
current period in relation to the prior period. When the standard was adopted, 
there were no formal accounting rules for maintaining consistent application of 
accounting principles or for accounting for changes and disclosing them in the 
financial statements. Thus, at that time it was appropriate for the auditor's 
report to make a representation about consistency and to disclose accounting changes. 
Since APB Opinion No. 20, issued in 1971, established guidelines for maintain-
ing, accounting for, and disclosing changes in accounting principles in the 
financial statements, it is redundant for the auditor's opinion to mention con-
sistency. It is as unnecessary as it would be for the auditor's report to state 
that there has been compliance with any other specific accounting principle, 
The removal of the consistency reference will not change the auditor's existing 
responsibility to evaluate changes in accounting principles. Thus, an unquali-
fied opinion on conformity with generally accepted accounting principles in the 
auditor's report means that there have been no accounting changes that materially 
affect the comparability of financial statements between periods, or if 
comparability has been materially affected by a change in accounting principle 
the auditor concurs with the change, and the effect has been appropriately 
accounted for and disclosed in accordance with the provisions of APB Opinion 
No. SO. In these situations there will be no reference to consistency in the 
report. In the event that the financial statements do not comply with Opinion 
No. 20, the auditor's opinion will be modified for a departure from generally 
accepted accounting principles. 
Comments or suggestions on any aspect of the exposure draft will be appreciated. 
The AICPA Auditing Standards Board's consideration of responses will be helped 
if the responses include explanations of the reasons for the comments or 
suggestions. 
In developing guidance, the AICPA Auditing Standards Board considers the rela-
tionship between the cost imposed and the benefits reasonably expected to be 
derived from its proposals. It also considers differences that the auditor may 
encounter in the audit of the financial statements of small businesses and, when 
appropriate, makes special provisions to meet those needs. Thus, the board would 
particularly appreciate comments on those matters. 
Responses should be addressed to the AICPA Auditing Standards Division, File 
S140, in time to be received by January 8, 1981. Written comments on the 
exposure draft will become part of the public record of the AICPA Auditing 
Standards Division and will be available for public inspection at the offices of 
the American Institute of Certified Public Accountants after January 22, 1981, for 
one year. 
D. R. Carmichael 
Vice President, Auditing 
This exposure draft has been sent to 
• members of the Institute 
• members of AICPA Council and technical committee 
chairmen 
• state society and chapter presidents, directors, and 
committee chairmen 
• organizations concerned with regulatory, supervisory, or 
other public disclosure of financial activities 
• persons who have requested copies 
Sincere ly , 
James J . Le i sen r ing , Chairman 
Audit ing Standards Board ^ 
PROPOSED STATEMENT ON AUDITING STANDARDS 
THE AUDITOR'S STANDARD REPORT 
(SupersedesStatement on Auditing Standards No. 2, Reports on Audited Financial Statements, paragraph 7)1 
1. The auditor's s tandard report 
onsists of a statement describing 
he nature of the audit in an open-
rig (scope) paragraph and an ex-
The following Statements on Auditing 
Standards are also superseded or modi-
fied by this Statement: 
• The second standard of reporting 
(SAS No. 1, section 150.02), which 
requires the report to state whether 
accounting principles have been con-
sistently observed, is deleted, 
• In SAS No. X, section 420, "Consis-
tency of Application of Generally 
Accepted Accounting Principles," 
paragraphs 1 through 3, 5, 6 (the 
last sentence), 7 through 9, 10 (the 
last half of the last sentence), 11 
(the last sentence), 12 (the pen-
ultimate sentence), 13 (the last sen-
tence), 17 ("do not involve the con-
sistency standard" in the last sen-
tence), 18 (the last half of the last 
sentence), 19 (the first half of the 
sentence), and 21 are deleted. Also, 
in paragraph 20 the words "he 
should report" are modified to read 
"he should consider." 
D In SAS No, 1, section 546, "Report-
ing on Inconsistency," paragraphs 1 
through 3 are deleted, and the fol-
lowing wording is added to para-
graph 4(b) : "including disclosures 
required by APB No. 20 on account-
ing changes," 
In SAS No. 2, Reports on Audited 
Financial Statements, paragraphs 
9(e) and 20 are deleted, 
• In SAS No. 5, The Meaning of 
"Present Fairly in Conformity with 
Generally Accepted Accounting 
Principles" in the Independent Audi-
tor's Report, the word fairly is de-
leted from the title and paragraphs 
1, 3, and 4, as follows: 
* Title—The Meaning of "Present 
in Conformity with Generally 
Accepted Accounting Principles' 
in the Independent Auditor's 
Standard Report. 
* Paragraph 1 (quotation of audi-
tor's report)—"In our opinion, 
the financial statements referred 
to above present the financial 
position of. . . ." 
* Paragraph 1 (last sentence)— 
"The purpose of this section is 
to explain the meaning of the 
phrase 'present the financial posi-
tion . . . in conformity with. . . .' " 
" Paragraph 3 (first sentence)— 
"The independent auditor's jndg-
pression of the auditor's opinion in 
a separate opinion paragraph. T h e 
basic elements of the report are 
• Title. T h e report should be 
titled, and the title should in-
clude the word independent.2 
• Identification of the financial 
statements. 
• A statement that the financial 
statements are the representa-
tions of management.2 
• A statement about the level of 
assurance that is intended to be 
provided by an audit made in 
accordance with generally ac-
cepted audit ing standards. 
• A statement that the financial 
statements were audited. 
• A discussion of factors involved 
in the application of generally 
accepted auditing standards; 
• Tests and other procedures. 
• Judgment in deciding the na-
ture, timing, and extent of 
the tests and procedures and 
in evaluating the information 
provided by those tests and 
procedures. 
• An opinion as to whether the 
financial statements present fi-
nancial position, results of oper-
ations, and changes in financial 
merit concerning the presentation 
of financial Statements. . . . " 
• Paragraph 4 (first sentence)— 
"The auditor's opinion that finan-
cial statements present an en-
tity's financial position. . . ." 
Other editorial changes will be made to 
Statements as appropriate to incorporate 
the wording of the new standard report. 
2
 This Statement does not require a title 
for an accountant's report if the account-
ant is not independent. Sec SAS No. 26 
for guidance on reporting when not 
independent. 
3
 In some instances a document con-
taining the auditor's report may include 
a statement by management regarding 
its responsibility for the presentation of 
the financial statements. Nevertheless, 
the auditor's report should also State 
that the financial statements are man-
agement's representations. 
position in conformity with gen-
erally accepted accounting prin-
ciples, 
• Date. 4 
The form of the s tandard report is 
as follows :5 
(Title—to include the word 
independent) 
(Scope paragraph) 
The accompanying balance sheet 
of X Company as of [at] December 
31, 19XX, and the related state-
ments of income, retained earnings, 
and changes in financial position for 
the year then ended are manage-
ment's representations. An audit is 
intended to provide reasonable, but 
not absolute, assurance as to 
whether financial statements taken 
as a whole are free of material 
misstatements. We have audited 
the financial statements referred to 
above in accordance with generally 
accepted auditing standards. Appli-
cation of those standards requires 
judgment in determining the nature, 
timing, and extent of tests and 
other procedures and in evaluating 
the results of those procedures. 
(Opinion paragraph) 
In our opinion, the financial 
statements referred to above pre-
sent the financial position of X 
Company as of [at] December 31, 
19XX, and the results of its opera-
tions and the changes in its finan-
cial position for the year then 
ended in conformity with generally 
accepted accounting principles. 
EFFECTIVE DATE 
2, This s tatement is effective for 
reports issued on financial state-
ments for periods ending on or 
after . 
4
 See SAS No. 1, section 530, for guid-
ance on dating of the independent audi-
tor's report. 
5
 See the Appendix for examples of modi-
fied reports worded to conform to the 
new wording of the standard report. 
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APPENDIX; SAMPLE AUDITORS' REPORTS 
Opinion Qualified Because of a 
Departure From Generally 
Accepted Accounting 
Principles 
Independent Auditor's Report 
(Same first paragraph as the 
Standard Report) 
The company has excluded from 
property and debt in the accom-
panying balance sheet certain lease 
obligations that should be capital-
ized to conform with generally 
accepted accounting principles. If 
these lease obligations were capi-
talized, property would be in-
creased by $ , long-term debt 
by $ , and retained earnings 
by $—— as of December 31, 
19XX, and net income and earnings 
per share would be increased (de-
creased) by $ and $ 
respectively for the year then 
ended. 
In our opinion, except for the 
effects of not capitalizing lease ob-
ligations, as discussed in the pre-
ceding paragraph, the financial 
statements referred to above pre-
sent the financial position of X 
Company as of December 31, 
19XX, and the results of its opera-
tions and the changes in its finan-
cial position for the year then 
ended in conformity with generally 
accepted accounting principles, 
(Date) 
Opinion Qualified Because of a 
Scope Limitation 
(Assuming that the effects of the limi-
tation are not such that the auditor 
has concluded that a disclaimer of 
opinion is appropriate) 
Independent Auditor's Report 
The accompanying balance sheet 
of X Company as of December 31, 
19XX, and the related statements of 
income, retained earnings, and 
changes in financial position for the 
year then ended arc management's 
representations. An audit of finan-
cial statements is intended to pro-
vide reasonable, but not absolute, 
assurance as to whether financial 
statements taken as a whole are 
free of material misstatements. Ex-
cept as discussed in the following 
paragraph, we have audited the 
financial statements referred to 
above in accordance with generally 
accepted auditing standards. Ap-
plication of those standards requires 
judgment in determining the na-
ture, timing, and extent of tests and 
other procedures and in evaluating 
the results of those procedures, 
We did not observe the taking 
of the physical inventories as of 
December 31, 19X0 (stated at 
$ ), and December 31, 19XX 
(stated at $- ), since those 
dates were prior to the time we 
were initially engaged as auditors 
for the company, Because of the 
nature of the company's records, 
we were unable to satisfy our-
selves in regard to the inventory 
quantities by means of other audit-
ing procedures. 
In our opinion, except for the 
effects of such adjustments, if any, 
as might have been determined to 
be necessary had we been able to 
observe the physical inventories, as 
discussed in the preceding para-
graph, the financial statements re-
ferred to above present the finan-
cial position of X Company as of 
December 31, 19XX, and the re-
sults of its operations and the 
changes in its financial position for 
the year then ended in conformity 
with generally accepted accounting 
principles. 
(Date) 
Opinion Qualified Because of 
an Uncertainty 
Independent Auditor's Report 
(Same first paragraph as the 
Standard Report) 
As discussed in Note X to the 
financial statements, the company 
is defendant in a lawsuit alleging 
infringement of certain patent 
rights and claiming royalties and 
punitive damages, The company 
has filed a counter action, and pre-
liminary hearings and discovery 
proceedings on both actions are in 
process. Company officers and 
counsel believe the company has a 
good chance of prevailing, but the 
ultimate outcome of the lawsuits 
cannot presently be determined, 
and no provision for any liability 
that may result has been made in 
the financial statements. 
In our opinion, subject to the 
effects of such adjustments, if any, 
as might have been required had 
the outcome of the uncertainty re-
ferred to in the preceding para-
graph been known, the financial 
statements referred to above pre-
sent the financial position of X 
Company as of December 31, 
19XX, and the results of its opera-
tions and the changes in its finan-
cial position for the year then 
ended in conformity with generally 
accepted accounting principles, 
(Date) 
Adverse Opinion 
Independent Auditor's Report 
(Same first paragraph as the 
Standard Report ) 
As discussed in Note X to the 
financial statements, the company 
carries its property, plant, and 
equipment accounts at appraisal 
values and provides depreciation 
on the basis of those values. Fur-
ther, the company does not provide 
for income taxes with respect to 
differences between financial in-
come and taxable income arising 
because of the use, for income tax 
purposes, of the installment method 
of reporting gross profit from cer-
tain types of sales. Generally ac-
cepted accounting principles re-
quire that property, plant, and 
equipment be stated at an amount 
not in excess of cost, reduced by 
depreciation based on that amount, 
and that deferred income taxes be 
provided. Because of these de-
partures from generally accepted 
accounting principles, as of Decem-
ber 31, 19XX, inventories have 
been overstated by $— through 
the inclusion in manufacturing 
overhead of depreciation in excess 
of that based on cost; property, 
plant, and equipment, less accumu-
lated depreciation, is carried at 
$ in excess of an amount 
based on the cost to the company; 
and deferred income taxes of 
$ have not been recorded, 
resulting in a $ overstate-
ment in retained earnings and in a 
$ — appraisal surplus. For the 
year ended December 31, 19XX, 
cost of goods sold has been over-
stated by $ because of the 
effects of the depreciation account-
ing referred to above, and deferred 
income taxes of $ have not 
been provided, resulting in an un-
derstatement of net income and 
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earnings per share of $ and 
$ respectively. 
Because of the effects of the mat-
ters discussed in the preceding 
paragraph, in our opinion, the fi-
nancial statements referred to above 
do not present the financial posi-
tion of X Company as of Decem-
ber 31, 19XX, or the results of its 
operations or the changes in its 
financial position for the year then 
ended in conformity with generally 
accepted accounting principles. 
(Date) 
Disclaimer of Opinion Because 
of Scape Limitation 
Independent Auditor's Report 
The accompanying balance sheet 
of X Company as of December 31, 
19XX, and the related statements 
of Income, retained earnings, and 
changes in financial position for the 
year then ended are management's 
representations. An audit is in-
tended to provide reasonable, but 
not absolute, assurance as to 
whether financial statements taken 
as a whole are free of material 
misstatements. Except as discussed 
in the following paragraph, we 
have audited the financial state-
ments referred to above in accord-
ance with generally accepted audit-
ing standards. Application of those 
standards requires judgment in de-
termining the nature, timing, and 
extent of tests and other procedures 
and in evaluating the results of 
those procedures. 
The company did not take a 
physical inventory, stated in the 
accompanying financial statements 
at $ as of December 31, 
19XX, and at $ as of Decem-
ber 31, 19X0. Further, evidence 
supporting the cost of property and 
equipment acquired prior to De-
cember 31, 19XX, is no longer 
available. The company's records 
do not permit the application of 
other auditing procedures regard-
ing the inventories or the cost of 
property and equipment. 
Since the company did not take 
physical inventories and we were 
unable to apply other auditing pro-
cedures to satisfy ourselves in re-
gard to inventory quantities and 
the cost of property and equip-
ment, as noted in the preceding 
paragraph, the scope of our work 
was not sufficient to enable us to 
express, and we do not express, an 
opinion on the financial statements 
referred to above. 
(Date) 
